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Alert
As reported in this column in July, 
considerable controversy resulted from 
the conclusion of the FASB that 
successful-efforts accounting be used by 
oil and gas producing companies. 
Attention then focused on the Securities 
Exchange Commission which recently 
indicated that both full-cost and 
successful-efforts accounting would be 
acceptable in reports filed with the SEC 
pending development of a form of 
value-based accounting.
The FASB has announced that it will 
suspend the effective date of FASB No. 
19 by amending the Statement. As a 
result, FASB No. 19 will remain as a 
part of authoritative accounting 
literature, to be amended or interpreted 
as future circumstances require.
Official Releases
The following summaries are of ap­
proved Statements on Auditing Stand­
ards issued by AudSEC and are effec­
tive at the date of issuance unless 
another date is specified.
Errors and Irregularities
SAS No. 16, “The Independent 
Auditor’s Responsibility for the Detec­
tion of Errors or Irregularities,” was 
issued in January of 1977 to provide 
guidance on the auditor’s responsibility 
for detecting errors or irregularities and 
to discuss procedures to be followed 
when an audit indicates that material 
errors or irregularities may exist.
The term errors refers to uninten­
tional mistakes in financial statements 
and irregularities refers to intentional 
distortions of the financial statements.
Under generally accepted auditing 
standards, the auditor has the respon­
sibility to plan an examination which 
will search for errors or irregularities 
that would have a material effect on the 
financial statements and to exercise due 
skill and care in the conduct of that ex­
amination. The scope of the examina­
tion will be affected by the auditor’s con­
sideration of internal accounting con­
trol, by the results of substantive tests 
and by circumstances that raise 
questions concerning management’s 
integrity.
Examples of circumstances that may 
lead the auditor to question whether 
material errors or irregularities exist are 
as follows:
- discrepancies in the accounting 
records,
- differences disclosed by confir­
mations or receipt of significantly 
fewer confirmation responses than 
expected,
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- transactions not supported by 
proper documentation or not 
recorded in accordance with general 
or specific authorizations of 
management, and
- the completion of unusual transac­
tions at or near year end.
In considering whether management 
may have made material misrepre­
sentations or may have overridden con­
trol procedures, the auditor should take 
into account the nature of the entity un­
der audit, the susceptibility of the item 
or transaction to irregularities, the 
degree of authority vested at various 
management levels and the auditor’s ex­
perience with the entity.
It is important to recognize that the 
auditor’s examination is based on the 
concept of selective testing of the data 
being examined. Therefore, the auditor 
is subject to the inherent risk that 
material errors or irregularities, if they 
exist, will not be detected. This risk is 
increased by the possibility of 
management’s override of internal con­
trols, collusion, forgery or unrecorded 
transactions. It is reasonable for the 
auditor to rely on the truthfulness of cer­
tain representations and on the 
genuineness of records and documents 
obtained during the examination unless 
the examination reveals evidential 
matter to the contrary. The auditor can­
not be expected to extend auditing 
procedures to seek unrecorded transac­
tions unless evidence indicates that they 
may exist. If the examination is made in 
accordance with GAAS, the auditor’s 
professional responsibility is fulfilled.
When the examination indicates the 
errors or irregularities may exist, the 
auditor must determine whether their 
impact may be material to the financial 
statements. If it is concluded that they 
are not material, the auditor should 
refer the matter to an appropriate level 
of management that is at least one level 
above those involved, with the 
recommendation that the matter be pur­
sued to a conclusion.
If it is concluded that the error or 
irregularity could have a significant im­
pact on the financial statements, the 
auditor should first discuss the matter 
and the extent of any further investiga­
tion with an appropriate level of 
management that is at least one level 
above those involved. If after such dis­
cussion, the auditor continues to believe 
the matter to be material, the board of 
directors or its audit committee should 
be made aware of the matter.
The auditor should also attempt to 
obtain sufficient evidential matter to 
determine whether material errors or 
irregularities do in fact exist and, if so, 
their effect. If the examination indicates 
the presence of errors or possible irregu­
larities and the auditor remains uncer­
tain as to whether the errors or 
irregularities may materially affect the 
financial statements, the opinion should 
be qualified or an opinion on the finan­
cial statements may have to be disclaim­
ed. Depending on the circumstances, the 
auditor may also consider the withdraw­
ing from the engagement and indicating 
the reasons and findings to the board of 
directors in writing.
Illegal Acts
SAS No. 17, “Illegal Acts by Clients,” 
was issued in January of 1977 to provide 
guidance to an auditor who encounters 
acts of a client which appear to be illegal 
and to describe the auditor’s duties and 
responsibilities for discovering possible 
illegal acts.
Although procedures that are per­
formed primarily for the purpose of ex­
pressing an opinion on the financial 
statements may bring possible illegal 
acts to the auditor’s attention, an ex­
amination is made on the basis of selec­
tive tests and cannot be expected to 
provide assurance that illegal acts will 
be detected. The auditor’s professional 
obligation while conducting the ex­
amination is to be aware of the possibili­
ty that illegal acts may have occurred. 
However, the determination of whether 
an act is illegal is usually beyond the 
professional competence of a CPA. 
Furthermore, the more removed the il­
legal act is from the events and transac­
tions specifically reflected in the finan­
cial statements, the less likely the 
auditor is to become aware of the act or 
to recognize its possible illegality.
When studying and evaluating inter­
nal accounting control and conducting 
tests of transactions and account 
balances, a transaction that appears to 
the auditor to have an unusual or 
questionable purpose may raise 
questions about the possible existence 
of an illegal act. In addition to the in­
quiries otherwise made, the auditor 
should inquire about (a) the client’s 
compliance with laws and regulations, 
(b) the client’s policies relevant to 
prevention of illegal acts and (c) the ex­
istence of internal communications 
regarding compliance with laws and 
regulations. Unless the auditor becomes 
aware of external evidence (such as an 
enforcement proceeding) or obtains in­
formation from the client’s management 
or legal counsel, the examination can­
not reasonably be expected to bring 
violations of laws and regulations to the 
auditor’s attention.
If it has been determined that an il­
legal act has occurred, whether of a 
material or an immaterial nature, the 
auditor must report the circumstance to 
the client’s organization at a high 
enough level of authority so that the 
client may consider remedial actions, 
adjustments and disclosures to the 
financial statements and such other re­
quired disclosures as necessary, such as 
to the SEC.
In evaluating the materiality of an il­
legal act, the auditor should consider its 
effects, if any, on the amounts presented 
in the financial statements, including 
related contingent effects and im­
plications on the degree of reliance to be 
placed on internal accounting control 
and on the representations of manage­
ment. Any contingency resulting from 
illegal acts should be reported in confor­
mity with GAAP and in the same 
manner as other contingencies.
Similarly, the auditor would ap­
propriately word the report as provided 
by existing pronouncements covering 
qualified opinions, adverse opinions 
and disclaimers of opinion. If ap­
propriate, the auditor may withdraw 
from the engagement. As customary, 
the auditor’s legal counsel may be con­
sulted before withdrawing.
If an immaterial illegal act has oc­
curred and the client’s management or 
the appropriate level of authority does 
not give due consideration to remedial 
action, adjustments or disclosures, the 
auditor should consider withdrawal 
from the current engagement or dis­
association from any future relationship 
with the client. The auditor should 
decide whether the ability to rely on 
management’s representations has been 
impaired by the circumstances and 
responses encountered and must con­
sider possible effects of a continuing 
association.
The auditor has no obligation to 
notify parties other than personnel 
within the client’s organization of an il­
legal act. It is the responsibility of the 
client to decide if there is a need to notify 
other parties. However, if the auditor 
considers the illegal act to be sufficiently 
serious to warrant withdrawal from the 
engagement, the auditor’s legal counsel 
should be consulted as to what other ac­
tion, if any, should be taken.
Replacement Cost Information
SAS No. 18, “Unaudited Replace­
ment Cost Information,” was issued in 
May of 1977 to provide guidance 
concerning replacement cost informa­
tion and any supplemental related infor­
mation presented in audited financial 
statements filed with the Securities and
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The auditor’s objective is to consider 
whether the replacement cost informa­
tion is prepared and presented in 
accordance with Regulation S-X of the 
SEC and to determine if management’s 
disclosures with respect to the informa­
tion are consistent with its responses to 
inquiries from the auditor.
The auditor should read the replace­
ment cost information and inquire of 
management
- whether replacement cost informa­
tion is prepared and presented 
according to Reg. S-X,
- as to the methods selected to 
calculate replacement cost data and 
the reasons for selecting them,
- as to the procedures used to compile 
the data and as to the relationship 
between the data and that suppor­
ting the audited financial 
information,
- as to the methods and bases used by 
management to calculate any 
supplemental replacement cost in­
formation and
- as to the reasons for changing the 
method of calculating replacement 
cost information, if the method
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used in the current period is 
different from that of the prior 
period.
The auditor’s report does not normal­
ly refer to the unaudited replacement 
cost information unless the prescribed 
inquiries were not made, the auditor 
believes that the replacement cost infor­
mation does not conform to Reg. S-X or 
the information is not clearly labeled as 
“unaudited” in the statements.
This statement applies to unaudited 
replacement cost information that the 
SEC requires to be presented in annual 
reports to shareholders. It also applies 
to voluntary disclosures of replacement 
cost information by other companies 
unless the information is clearly 
marked as “unaudited” and the infor­
mation indicates that the procedures re­
quired by this statement were not 
applied.
Client Representations
SAS No. 19, “Client Represen­
tations,” is effective for examinations of 
periods ending on or after September 
30, 1977.
In the past, it has been the practice of 
many auditors to obtain a written letter 
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summarizing major representations that 
management made to the auditor in the 
course of the examination. The purpose 
of this statement is to require the auditor 
to secure a written representation letter 
in order to comply with auditing stan­
dards and, in addition, to specify certain 
types of matters which would be 
included.
The representation letter is intended 
to confirm oral representations and to 
reduce the possibility of misunderstan­
dings concerning the subject of the 
representations. The letter constitutes 
only part of the audit evidence related to 
an item and will not substitute for other 
auditing procedures. The auditor may 
rely on the truthfulness of 
management’s assertions unless the ex­
amination reveals evidence to the 
contrary.
The statement enumerates some of 
the matters ordinarily included in the 
representation letter and provides that 
only material matters need be covered. 
The letter should be addressed to the 
auditor and dated as of the date of the 
audit report. It should be signed by 
members of management responsible 
for and knowledgeable about the 
matters covered.
Failure to secure a written representa­
tion from management concerning an 
essential item is a limitation on the scope 
of the audit and, as such, precludes 
issuance of an unqualified opinion. 
Further, management’s refusal to 
provide a written representation should 
cause the auditor to consider the 
reliability of other representations from 
management.
Internal Control Weaknesses
SAS No. 20, “Required Communica­
tion of Material Weaknesses in Internal 
Accounting Control,” was issued in 
August, 1977, and is effective for ex­
aminations of financial statements for 
periods ending after December 23, 1977.
The statement requires that the 
auditor communicate to senior manage­
ment and to the board of directors or its 
audit committee material weaknesses 
found during an examination if the 
weakness has not been corrected before 
the auditor discovered it. Management’s 
knowledge of material weaknesses 
gained from the auditor, as well as from 
other sources, is essential before 
management can fulfill its represpon­
sibility to establish and maintain a 
system of internal accounting control.
A material weakness involves a condi­
tion in which the prescribed procedures 
or their operation would not prevent, or 
provide timely detection of, errors or 
irregularities whose impact on the finan­
cial statements would be material. The 
auditor may become aware of a material 
weakness in internal accounting control 
through an initial review of the system 
of internal control, by performing tests 
of compliance or by performing sub­
stantive tests of the accounting records.
Once aware of a material weakness, 
the auditor should communicate the 
nature of the weakness, either orally or 
in writing, to senior management and 
the board of directors. This communica­
tion should include a separate iden­
tification of weaknesses for which 
management believes corrective action 
is not practicable. The auditor should 
restate weaknesses previously reported 
if they have not been corrected. The 
communication should be made at the 
earliest practicable date; the auditor 
may consider communication of certain 
material weaknesses at interim dates 
during the examination. If the auditor’s 
findings are communicated orally, the 
work-papers should document the 
comments made.
Segment Information
SAS No. 21, “Segment Information,” 
was issued in December, 1977, to 
provide guidance to an auditor conduct­
ing an examination of, and reporting 
on, financial statements that are re­
quired to disclose segment information 
in conformity with provisions of FASB 
No. 14 as amended by FASB No. 21.
An auditor conducting an examina­
tion of financial statements containing 
segment information has as an objective 
that of determining whether the finan­
cial statements taken as a whole, in­
cluding segment information and other 
informative disclosures, are presented 
fairly.
Both qualitative and quantitative 
criteria apply to determining the 
materiality of segment information. 
Certain audit procedures may be 
modified to conduct tests which will 
assist in determining the materiality of 
segment information. Certain audit 
procedures may be modified to conduct 
tests which will assist in determining 
that the entity’s revenue, operating ex­
penses and identifiable assets are ap­
propriately classified among industry 
segments and geographical areas.
As part of the examination, the 
auditor should (a) inquire and test 
regarding management’s methods of 
determining segment information, 
(b) inquire and test as to the bases of 
accounting for sales and transfers
between segments and geographical 
areas, (c) test the disaggregation of the 
financial statements into segment infor­
mation, (d) inquire and test as to 
methods of allocating jointly incurred 
expenses and jointly used assets and 
(e) determine whether segment infor­
mation has been consistently presented.
The auditor’s report on financial 
statements containing segment informa­
tion could not be unqualified (a) if the 
required segment information is mis­
stated or omitted, (b) if the segment in­
formation is not consistently stated, 
(c) if the client maintains that it does 
not have segments which are required to 
be disclosed and declines to develop in­
formation necessary to permit the 
auditor to reach a conclusion as to the 
accuracy of that representation of (d) if 
the auditor is unable to apply 
procedures considered necessary in the 
circumstances.
In those cases when an auditor is re­
quested to report separately on segment 
information, either in a special report or 
as part of the report on the financial 
statements taken as a whole, the 
measurement of materiality should be 
related to the segment information 
separately. Consequently, the auditor’s 
examination would be more extensive 
than if the same information were con­
sidered in conjunction with the financial 
statements taken as a whole.
The auditor should prepare a written 
audit program to aid in instructing 
assistants in the work to be done. The 
program will set forth the procedures 
that the auditor, as a result of the plan­
ning considerations and procedures, 
believes should be performed. As the ex­
amination progresses, changes to the 
audit program may be necessary.
The auditor should obtain an ade­
quate knowledge of the client’s business 
to enable understanding of the events, 
transactions and practices that may 
have a significant effect on the financial 
statements. For example, this 
knowledge should include the client’s 
type of business, products and services, 
type of capital structure, related parties, 
location of the business, its production 
and distribution methods, its compensa­
tion arrangements and matters that 
affect the industry in which the business 
operates. This level of knowledge assists 
the auditor in identifying problem areas; 
in assessing conditions under which 
accounting data are developed; and in 
evaluating the reasonableness of es­
timates, representations by manage­
ment, accounting principles employed 
and informative disclosures provided.
Supervision involves directing the ef­
forts of assistants and determining 
whether the audit objectives are ac­
complished. Supervision includes 
instructing assistants, keeping 
informed of significant problems, 
reviewing the audit work and dealing 
with differences of opinion among audit 
personnel. The extent of the supervision 
required depends on the complexity of 
the examination and the qualifications 
of the audit assistants.
Assistants should be informed of their 
responsibilities and of the objectives of 
the procedures they are to perform. 
They should be informed of matters that 
may affect the procedures to be per­
formed and of their responsibility for 
bringing significant accounting and 
auditing questions to the attention of 
the auditor.
The work of each assistant should be 
reviewed for adequacy and to evaluate 
whether its results are consistent with 
the conclusions to be presented in the 
audit report.
The auditor and the audit assistants 
should be aware of the procedures to be 
followed concerning disagreements 
among firm personnel regarding 
accounting and auditing questions. An 
assistant should be aware of the right to 
document disagreement and disassocia­
tion with the tentative conclusions of 
senior personnel. The basis for final 
resolution of any disputed matters 
should be documented in the 
workpapers. ■
Planning and Supervision
SAS No. 22, “Planning and Supervi­
sion,” was issued in March of 1978 and 
is effective for periods ending after 
September 30, 1978. The purpose of the 
statement is to provide guidance to the 
independent auditor on the con­
siderations and procedures related to 
planning and supervision.
Audit planning involves the develop­
ment of an overall strategy for the ex­
pected conduct and scope of the ex­
amination. The nature, extent and tim­
ing of planning will vary with the size 
and complexity of the client, with the 
auditor’s experience with the client and 
with the auditor’s knowledge of the 
client’s business.
In planning the auditor should con­
sider the client’s type of business and in­
dustry, accounting policies and 
procedures, anticipated ability to rely 
on internal accounting control, 
preliminary estimates of materiality 
levels, the financial statement items like­
ly to require adjustment, conditions that 
may require extension or modification 
of the audit tests and the nature of the 
reports to be rendered by the auditor.
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